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Competitive Markets For Individual Health

Insurance

With some sensible policy changes, the individual health insurance
market has the potential to serve a growing customer base.

by Scott Harrington and Tom Miller

ABSTRACT: A more dynamic individual insurance market could match benefits with indi-
vidual preferences, provide more portable and permanent coverage, and stimulate
consumer-focused service. Necessary reforms, such as tax parity and targeted assistance
to high-risk pools, would enable individual coverage to expand efficiently. In contrast, re-
quirements for guaranteed issue and community rating drive low-risk persons out of volun-
tary individual markets and raise overall premiums. Guaranteed renewability and switching
costs would stabilize individual-market risk pools. As the individual market becomes more
representative of the overall population, insurers’ perceived needs to underwrite and mar-
ket selectively will lessen, making administrative loading factors less significant.

HE SMALL MARKET SHARE for indi-
I vidual health insurance reflects in part
the long-standing tax subsidy that fa-
vors employment-based group insurance. The
existing safety net for the uninsured further
reduces incentives to buy individual cover-
age. Many argue that the supply of individual
coverage will remain thin in the face of high
administrative-expense ratios and pervasive
underwriting/risk selection. However, a
closerlook at evidence from other types of in-
surance suggests that sensible policy changes
would enable individual coverage to expand
efficiently and provide a viable alternative to
group coverage for millions more Americans.
Competition in most insurance markets
creates relentless pressure for accurate pricing
and risk classification. Conventional theory
suggests that risk classification using low-cost
information provides appropriate incentives
for policyholders to manage their risk of loss.!

On the other hand, competitive risk classi-
fication contributes to two problems that may
sometimes be more severe in the individual
coverage market. First, some insurance buyers
will have high risk of loss ex ante, which may
make competitively priced coverage unafford-
able for them. Moreover, current policies that
favor employer coverage (such as the tax ex-
clusion and the ERISA preemption of state
regulation of self-insured plans) augment its
natural advantages of relatively lower market-
ing and administrative costs (scale economies,
payroll deduction, noncustomized group pur-
chasing, bargaining leverage, and so on) and
make the current individual market act in
many respects more like a residual pool of peo-
ple unable to access an employer group plan.
Insurers necessarily are more skeptical about
insuring these persons at standard rates.

Second, policyholders may face some risk
that a deterioration in their health will cause
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future coverage to become much more costly
or unavailable. Because individual insurance
plans arguably serve the least stable risk pools,
they may provide less protection against such
health risk redefinition.? However, relatively
few people are chronically uninsurable be-
cause of health status.? Suitably designed high-
risk pools can readily provide coverage to
those buyers at subsidized rates.* The bigger
problem is that many low-risk individual-
market buyers may face rates that are higher
than they are willing to pay. Indeed, regulatory
efforts to limit the permissible set of standard-
ized individual insurance policies and to block
insurers’ ability to use selection mechanisms
ultimately have failed even in making individ-
ual insurance more accessible to high-risk cus-
tomers, because they drive low-risk people out
of a thinning, voluntary individual market and
raise overall premiums.>

Moreover, the problem of risk reclassifica-
tion (“durational effects”) that has achieved
notoriety in the small-group market is of much
less concern for individual coverage. Any ex-
isting problems are more likely aggravated by
the individual market’s small size, its dispro-
portionate number of high-risk persons com-
pared with the group market, and its relative
lack of persistent purchasers.

Response To Insurance-Market
Concerns

The sensible responses to the above con-
cerns are to (1) change tax rules for individual
coverage, (2) facilitate the formation of more
stable purchasing arrangements to help
achieve scale economies and reduce expense
ratios, and (3) if necessary, provide targeted as-
sistance to high-risk purchasers instead of at-
tempting to impose cross-subsidies through
counterproductive regulation.

H Change the tax rules. Much has been
written about the need for tax parity, instead
of a tax penalty, for purchasers of individual
insurance.® Recent proposals have tended to
focus too narrowly on targeted, refundable tax
credits for low-income workers who lack ac-
cess to employer coverage.” Broader access to
more comparable tax treatment for all health

insurance consumers, regardless of where or
how they purchase insurance, is needed to
provide a deeper, more diversified pool of po-
tential customers and move the individual
market beyond a narrow niche role.

M Facilitate more stable purchasing ar-
rangements. If sensible reforms increase the
demand for individual coverage, guaranteed
renewability (at rates that reflect the initial
risk-based underwriting of new entrants,
combined with the subsequent experience of
the policyholder’s class) should ensure stable
supply for most policyholders. Roughly three-
fourths of individual policies were already
guaranteed renewable before the Health In-
surance Portability and Accountability Act
(HIPAA) of 1996 and before most states man-
dated guaranteed renewability.® It is the norm
in the enormous individual life insurance mar-
ket, as well as in the market for individual dis-
ability income coverage. Individual health in-
surance is often more akin to those coverages
than to small-group health insurance.

Some fear that insurers will skim healthy
policyholders from rating groups if rates re-
flect the experience of policyholders whose
health has declined. Theoretical analyses have
emphasized mechanisms that might prevent
this problem, such as front-end loading of pre-
miums or severance payments conditional on
health status.® In any case, switching insurers
to get lower rates is costly to individual policy-
holders, and comparatively more so than for
small groups. As long as relatively few policy-
holders experience material reductions in
health status, switching costs are likely to
swamp the savings that a healthy policyholder
might achieve by changing insurers, thus en-
couraging stable risk pools with guaranteed
renewable rates. Switching costs are relatively
lower even for small groups, because they are
spread over more people. Moreover, the proba-
bility is greater that at least one member of a
small group might develop a condition that
will require expensive treatment. Front-end
underwriting and policy issue costs are higher
for new coverage than for renewal coverage.
Because insurers generally seek to recover
those costs over the duration of the contrac-
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tual relationship, policyholders’ costs will be
lower when they stick with one insurer.

The implicit “lock-in” associated with
switching costs will not produce widespread
opportunistic behavior by insurers, given pre-
sumed reputation concerns and their desire for
high renewal rates to spread up-front costs, es-
pecially if other policy changes increase de-
mand and the number of competitors. Insur-
ance contracts that are guaranteed renewable
and, implicitly, more long term, will give indi-
vidual buyers incentives to shop more dili-
gently for assurances of quality. Abundant evi-
dence for other types of coverage, such as
individual auto insurance (including the non-
standard market for high-risk drivers) sug-
gests that many reputable insurers would en-
ter the market if demand rose dramatically—
unless they were dissuaded by fear of regula-
tion or other potentially expropriative govern-
ment policies, such as a single-payer system.

B Assist high-risk purchasers. Another
necessary element in both deepening and sta-
bilizing the risk pool for individual insurance
involves spreading the cost burden of subsi-
dizing high-risk consumers more widely
through more generous general revenue sup-
port of high-risk pools and “carriers of last re-
sort.” Moving away from regulatory controls
that try to limit risk segmentation through
rate compression and limits on benefits will
attract more low-risk buyers and competing
insurers to the individual market and keep av-
erage premiums lower. When insurers are
kept from pricing predicted risk appropriately
and matching their policy configurations to
market demands, they resort to higher uniform
prices, risk avoidance, and, ultimately, market
exit. We should separate support for societal
objectives of income redistribution and pro-
tection against prohibitively expensive, but
predictable, health risks from the competitive
operations of commercial insurance markets.
Adequately funded high-risk pools can pro-
vide affordable coverage for persons with seri-
ous, chronic conditions or with more acute ill-
nesses of shorter duration more effectively and
at lower costs than do requirements for guar-
anteed issue and community rating,

Offering Some New Alternatives

If one envisions a near-term future market-
place reinvigorated by individual tax credits,
employer-sponsored defined-contribution
health benefit plans, premium support-style
Medicare reform, multitier worker-empower-
ment answers to the managed care backlash,
and enhanced information technologies that
facilitate consumer-driven health care, new al-
ternatives to one-size-fits-all employer plans
and distorted individual-market options can
serve a growing customer base. The payoffs
from a dynamic individual insurance market
could include more customized matching of
insurance benefits to one’s individual values
and preferences, insurance that is more porta-
ble and permanent, incentives for longer-term
relationships between insurers and their cus-
tomers, more consumer-focused service, and
reduced administrative burdens on employ
ers.! As the individual market becomes more
representative of the overall population, insur-
ers’ perceived needs to underwrite rigorously
and market selectively will lessen, making
marketing more efficient and administrative
loading factors less significant. Direct sellers of
individual health insurance may find new op-
portunities to push costs even lower.

To be sure, employer coverage will retain a
substantial role in a more competitive insur-
ance marketplace. Many employers will re-
main the most effective agents in organizing
benefit choices, bargaining for value, ensuring
quality, overseeing claims administration, and
pooling risks on behalf of their employees. But
if full-fledged, level competition for workers’
insurance business so challenges the limita-
tions of employer coverage arrangements that
employer-sponsored groups can no longer re-
tain stable risk pools, what purpose would be
served in trying to prop them up?
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